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SUBJECT: Penalty For Failure To File Upon Notice And Dermand

SUMVARY OF BILL

Thi s Franchi se Tax Board-sponsored bill would anend the penalty for failure to
file a personal inconme tax return upon notice and demand. The bill woul d change
the inposition of the 25% denmand penalty from application against the total tax
before allowing credits and w thhol ding to application against the unpaid tax
after allowing credits and w t hhol di ng.

SUMVARY OF AMENDMENT

The March 23, 1999, anendnments made additional changes to how the penalty for
failure to file a return upon notice and demand woul d be cal cul ated and changed
the effective date.

EFFECTI VE DATE

This bill would be operative on January 1, 2000, and would apply to all demand
penalties inposed after that date.

SPECI FI C FI NDI NGS

Exi sting state | aw authorizes the Franchi se Tax Board (FTB) to issue a notice and
demand for information and/or tax returns. Additionally, the |aw provides that

if a taxpayer either (1) fails to furnish any information requested in witing by
FTB or (2) fails or refuses to file a required tax return upon notice and denmand,
the department may add a penalty. This penalty is equal to 25% of the anount of
tax (prior to application of credits, including wthholding) determ ned from any
avail able information or any deficiency tax assessed by the departnment concerning
t he assessment of which the information or return was required. This “denmand
penalty" is not assessed if the postal service is unable to deliver the notice
because of an erroneous address. If the address is incorrect, departnment staff
attenmpts to identify a nmore current address and, upon doing so, reissues the
notice. Also, this penalty may not be assessed if it is determ ned that the
failure to file the return or furnish informati on was due to reasonabl e cause,

not willful neglect.

The department’s audit staff will nmake every reasonable effort to obtain

i nformati on necessary to conduct an audit and support its conclusions and
reconmendati on. Wen the requested information is not furnished, the auditor
will prepare and issue a formal demand for information. Audit staff wll inpose
assessnment of the failure to furnish information penalty in cases where the
formal demand is refused or ignored.
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The “denmand penalty” may cause taxpayers to incur penalties where they actually
have no unpaid tax liability.

This bill would change the inposition of the 25% demand penalty from application
against the total tax before allowing credits and withhol ding to application
against the tax after allowing credits and withholding. This bill would inpose
the penalty only on taxpayers who both owe tax and do not provide a return when
requested. Individuals who woul d have been entitled to a refund would not owe
the penalty.

Thus, the bill would ensure that the penalty for failure to file upon notice and

demand is not overly burdensome, particularly for taxpayers who woul d have been
due a refund had they tinely filed their return

Pol i cy Consi derati ons

The penalty for failure to file upon notice and dermand has been criticized
as excessive as the taxpayer is subject inmrediately to a penalty of 25% of
the total tax liability, even if the taxpayer woul d have been due a refund
had a return been tinely filed. Assessing the penalty after allow ng for
credits and withhol ding would result in a snaller penalty anmount for

t axpayers who have had w thhol di ng or made other tax paynents and elinm nate
the penalty for those who are owed a refund.

| npl emrent ati on Consi der ati ons

This bill would change the manner of calculating the penalty for failure to
file upon notice and dermand; however, the department’s procedures for
assessing the penalty would remain the sane.

Currently in filing enforcement situations, a Notice of Proposed Assessnent
(NPA) is issued within 50-60 days after the issuance of the notice and
demand for a mssing return. The manner in which the penalty is cal cul ated
is shown as part of the NPA. This confornms to the departnent’s policy of
advi si ng taxpayers at the earliest opportunity of proposed assessnents.

Under this bill, the notice and denmand | etter would advi se the taxpayer that
if areturn (or an explanation of why a return is not required) is not filed
within 30 days, the demand penalty will be inposed. Additionally, the
letter would identify the demand penalty as being cal cul ated after all ow ng
for credits and withholding. This bill would require changes to the
departnment’s systens to recogni ze that the penalty will be after credits and
wi t hhol di ng. The changes needed are estimated to be noderate.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.
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Tax Revenue Esti mate

The revenue inpact of this bill is estimated to be as foll ows:

Esti mated | npact of AB 296
Penal ti es I nmposed on or After
January 1, 2000
Fi scal Year | npact
1999-0 | 2000-1 | 2001-2 | 2002-3
($3) ($12) ($15) ($15)

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis bill.

Tax Revenue Di scussion

The revenue inpact of this bill would be determ ned by the difference in
demand penalties levied under current law for failure to file a return and
demand penalties that would be | evied under the proposed change. Demand
penalties assessed for failure to file a return under current |aw
(predomnantly fromfiling enforcenment rather than audit) anmount to
approximately a net $125 million annually (on $500 million of conputed tax
under PITL) based on a two-year average. This bill would replace the
current 25% of total tax with 25% of tax owed.

Esti mates are based on actual assessnment data and information fromthe
department’s filing enforcenent program It is not anticipated that this
change woul d significantly alter current paynment patterns and responses of
t axpayer.

BOARD PCSI TI ON

Support.

The Franchi se Tax Board voted to support changing the calculation of this penalty
at its Decenber 16, 1998, neeting.



